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Our economy is again moving ahead at a good pace 
—after a leveling in the upward trend during the first 
nine months of 1956. Over-all activity in dollars is 
now almost 6% above a year ago. Higher prices account 
for more than one-third of the gain, so the real advance 
is close to 4%— a good increase by past standards. 


The available evidence indicates that demand will 
ntinue to press against our ability to produce, at least 
for the immediate future: 


@ The recent McGraw-Hill survey shows that busi- 
ness plans to invest 11% more in new plant and equip- 
ment this year than last; 


q Federal, state and local government budgets call 
for increased expenditures of perhaps as much as $5 
billion for the calendar year; 


@ Consumer markets are firm, though competitive; 


@ Sales of the 1957 autos are off to a fairly good start 
— but few observers expect 1955 records to be broken. 


There are a few areas where demand is less strong. 
Home-building is down, partly because of tightness in the 
mortgage market. And there are some lines where in- 

entories are regarded as top-heavy. But at present the 
total picture is one of an economy brimful with de- 
mand. 


At the same time, capacity is expanding. Our ability 
to turn out basic materials has grown by the striking fig- 
ure of 60% in nine years, and further increases are un- 
derway. Fabricating facilities are being expanded at a 
comparable pace. 

Estimates show that the nation’s over-all capacity to 
produce goods and services has been increasing at a rate 
of 4% per year. That's in line with the 4% growth trend in 
gross national product (adjusted for price changes) in 
recent years. 


The problem is to keep our growth balanced — both 
in the over-all sense of holding the rise in demand to the 
4% per year rise in capacity, and in the sense of maintain- 
ing an appropriate balance in the rate of advance of all 
sectors of the economy. 


The “cost-push” now operating on industrial prices 
is one example of the problems of keeping growth bal- 
anced. Industrial wage rates have risen faster than out- 
put per man-hour. Thus, unit labor costs have gone up 
7% in five years, and the rise in the past year has been 
24%. As a result of this cost-push, industrial prices have 
increased almost 6% since 1951. 

One remedy for the cost-push is, of course, more 
capital investment —to increase industrial efficiency 
and to provide the additional capacity needed to handle 
rising demand. 

Yet a rapid rise in business capital investment, of the 
sort we have had during the past two years, also creates 
problems. It places pressure on available materials, man- 
power and plant capacity, thus affecting prices. And it 
places pressure on our financial mechanism. 


q New corporate security issues last year ran to 
over $8 billion, about 15% ahead of 1955. 


q Business loans of banks rose $5.4 billion last year 
as compared with $7.7 billion in 1955. 


All these pressures on our economy explain the em- 
phasis on restraint in national economic policies. Fis- 
cal and credit polices must be designed to hold demands 
from all fronts within the limits of the economy's grow- 
ing capacity. 

The need for restraint in domestic economic policy is 
underlined by the problems arising from developments in 
the Middle East. To measure up to our international 
responsibilities, we need to make sure our domestic econ- 
omy is moving ahead on a sound and stable basis. 
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Bank loans have shown a strong growth trend for 
more than two years. In this period, total loans of all 
commercial banks have increased from $68 billion to 
$90 billion, a rise of almost one-third. 

However, the increase during the second half of 1956, 
and particularly in the September-December period, was 
markedly smaller than in the same period a year earlier. 
Is the demand for bank credit easing off? Or does the 
answer: lie in the fact that banks are exercising greater 
selectivity as their liquidity declines? 


Business Loan Trends 


The leveling out in the latter part of 1956 was most 
apparent in business loans of weekly reporting member 
banks. On a seasonally adjusted basis, business loans re- 
mained virtually level from September to the year end. 

However, developments in two loan categories ac- 
count for most of the slow-down. In the first half of 
1956 loans to metals and metal products companies 
rose $1.4 billion as companies piled up inventories as a 
hedge against a steel strike. Some decline was inevitable 
after the strike—and loans actually fell $75 million dur- 
ing the second half. 


Sales Finance Borrowing 


Sales finance company borrowing — the second cate- 
gory where demand has eased — increased only $85 mil- 
lion in the second half. In contrast, loans to finance com- 
panies rose $704 million in the second half of 1955. The 
sharp drop in sales of 1956 cars, and the rise in repay- 
ments on instalment loans, explain the shift. 

Loan demand on the part of most other industries 
stayed high during the second half of last year. Here is 
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how loans of weekly reporting banks to the following in- 
dustries changed during the second half of the year: 


e Borrowing by food, liquor and tobacco companies 
increased by $822 million compared to only $480 mil- 
lion in the last six months of 1955. 


e Similarly, loans to commodity dealers were up $737 
million as against $469 million a year earlier. 


e The petroleum, coal, chemical and rubber indus- 
tries borrowed $435 million more in the second half of 
1956, double the increase in 1955. 


e Loans to public utility and transportation compa- 
nies rose $335 million as compared with only $27 mil- 
lion a year earlier. 


Geographical Shifts 


The shifting pattern of business loans also had a titer ME. 


ential impact on banks in various parts of the nation. 
The shift in sales finance company borrowing — which is 
spread among banks from coast to coast — was particu- 
larly important. It goes far towards explaining why busi- 
ness loans of banks outside New York City rose more 
slowly in the second half of 1956 than in 1955. 

The pressure on the money market banks continued to 
be heavy. Thus, the ratio of loans to deposits for New 
York City banks rose from 57.8% at the end of 1955 to 
64.1% at the end of 1956. 

In the meantime, many companies are entering the 
new year with heavy cash needs and smaller reserves of 
liquid assets than they had a year ago. The potential thus 
exists for further loan expansion over the year, providing 
Federal Reserve policy supplies necessary reserves. 
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U.S. SAVINGS BONDS 


The volume of U. S. savings bonds outstanding 
dropped $1.5 billion in 1956 — the first sizeable decline 
since the program was started in 1935. Main reason for 
the swing away from savings bonds was, of course, the 
rise in the structure of interest rates — the fixed return on 
savings bonds became relatively less attractive. 

This decline in sales and increase in redemptions of 
savings bonds raises a series of questions: What is the 
role of the savings bond program in national saving? 
What, if anything, should be done about the recent de- 
cline? What problems does a drop in savings bond sales 
pose for the Treasury? 


Public Acceptance 


Despite predictions that people would unload their 
savings bonds at war’s end, the total amount outstanding 
reached a peak of $58.5 billion in August 1955. The De- 
cember 1956 total was only 4% below the peak. 


e Almost one-third of all families own savings bonds; 


e About $15 billion of E bonds have been held past 
maturity (they continue to earn interest); 


e The total outstanding about equals individuals’ time 
deposits in commercial banks although the rate of 
growth of time deposits is greater. 


Savings bonds have continued to be an important 
medium of savings because they fit the needs of many 
people. The payroll deduction plan is particularly at- 
tractive for middle income families. Also, savings bonds 
are redeemable on demand or on short notice. And 
their yield was, until recently, comparable with that 
earned on other forms of saving. 


Despite this broad acceptance, savings bonds have 


(Bheen criticized in that they offer no protection against 


inflation. It is, of course, a matter of record that those 
who bought bonds in 1942 and held them to maturity 
suffered a reduction of the purchasing power of their 
savings. 

Yet savings bonds made a contribution to the battle 
against inflation in that period—a contribution that 
should not be under-rated. Moreover, the erosion of sav- 
ings by inflation is not confined to savings bonds — it 
affects most forms of saving. 

The remedy lies neither in criticism nor in attempts 
to build escalators into savings bonds (an interesting ex- 
ample is a new French bond which links the yield to an 
index of common stock prices). It lies, instead, in na- 
tional economic policies to contain inflation—and the 
encouragement of thrift is one such policy. 


Problems for the Treasury 


Up to now, savings bonds have been one of the bul- 
warks of sound debt management — they've eased the re- 
funding problem and they've placed an important por- 
tion of the debt in the hands of individual savers. 
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Thus, the current trends — towards declining sales and 
rising redemptions—are a source of concern to the 
Treasury and the nation. If these trends should accel- 
erate, the Treasury’s immediate problems would obvi- 
ously be complicated. Fortunately, the available evi- 
dence suggests that nothing like a flight from savings 
bonds is in prospect. 

Yet recent trends also suggest a need for a re-examin- 
ation of the yields on savings bonds. If it is in the na- 
tional interest to encourage thrift, then the Treasury 
should be given authority by Congress to adjust yields 
on savings bonds in line with general shifts in the struc- 
ture of interest rates. 
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Business activity continued at record levels 
throughout 1956. Gross national product aver- 
aged nearly $412 billion, a $21 billion increase 
over 1955. However, about 60% of the rise was 
accounted for by higher prices. 
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High level production and employment placed 
pressure on prices. Consumer prices moved up 
a bit less than 3% in 1956; industrial prices gained 
4%. Farm prices, reversing a 5 year decline, 
jumped 10% between December and June and 
then slipped moderately. 
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Investment in plant and equipment—up 17% 
from 1955—was a major source of strength. 
Spending for new housing, however, was off 10%. 
Although housing is expected to stay near pres- 
ent levels in 1957, an 11% rise is anticipated for 
plant and equipment investment. 
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With wages and prices rising, consumer spend- 

ing increased 5%. Services chalked up the largest 

gains—up 7%. Retail sales, totaling almost $192 

billion, increased 3.2%. A 5.5% decline in sales of » 
autos and parts was more than offset by a 5.5% 

gain in other retail sales. 
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Industrial production remained on a high pla- 
teau for the first half of the year despite a sharp 
drop in auto output. With the steel strike in 
July, output dipped markedly. However, pro- 
duction bounced back after that and averaged 
143 for the year—a new high. 
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U.S. foreign trade reached record levels in 1956. 
Non-military exports are estimated at close to 
$17 billion, a gain of nearly 20% over 1955; im- 
ports totaled about $13 billion, more than 11% 
above last year. U.S. private investment abroad 
more than doubled. 
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With economic activity high, the demand for 
labor was strong. Employment reached 65 mil- 
lion compared to 63.2 million in 1955; unem- 
ployment averaged 2.6 million or 3.8% of the 
labor force. In addition, average hourly earn- 
ings rose more than 6% to a record $2.05. 
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For the stock market 1956 was a year of marking 
time after a rise of 80% between December 1953 
and September 1955. By the end of 1956, Stand- 
ard and Poor's industrial stock index was only 
6% above a year earlier. 
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A British commentator on the American scene has 
written: “If all material progress is towards evading the 
curse of Adam — ‘in the sweat of thy brow shalt thou eat 
thy bread’—the Americans have certainly outpaced hu- 
manity. They get more bread for less sweat”. This ob- 
server was referring to the high level of productivity in 
the United States and its rapid rate of growth. 

Striking gains in productivity have been the vital fac- 
tor underlying the extraordinary rise in our standard of 
living. For almost a century, productivity (or output 
per man-hour ) in America has been rising at an average 
rate of a little more than 2% a year. And in the post-war 
period it has been growing at more than 3% a year. 

These seemingly small figures reflect the vast changes 
in technology and efficiency that have permitted total 
output to increase at a much faster rate than the amounts 
of labor and capital used in national production. 


What Does Productivity Mean? 


Productivity is a measure of the output produced by a 
unit of labor or capital, or both. It is obviously difficult 
to measure. For example, if two autos are turned out in 
1957 in the same time it took the same number of men to 
make one in 1940, we know productivity has risen. But 
for an accurate measurement, we should recognize that a 
1957 car is a vast improvement over a 1940 car (a factor 
that is difficult to measure ) and that productivity should 
measure the efficiency of both labor and capital. 

Despite these difficulties, certain rough indexes can be 
useful in highlighting important trends in our economy. 
Thus, recent studies of the National Bureau of Economic 
Research covering the period 1899-1953 show that: 


e Output per man-hour for the economy as a whole 
rose an average of 2.3% a year; 
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e Output per unit of capital gained a little more than 
1% a year; and 


e Productivity of labor and capital combined on a 
weighted basis increased 1.7% a year. 


Why Productivity Increases 


What is behind these long-run statistics on productiv- 
ity changes? 

e For one thing, the American worker has become 

more productive. He is healthier, better educated and 

more highly skilled than ever before. 


e Similarly, better business management, advances in 
industrial organization and changes in the scale of 
operations have contributed to increased productivity. 


e And shifts from activities where output per man- 
hour is relatively low like farming to the more highly 


productive manufacturing industries increases over 


all efficiency. 


e In addition, the vast expansion of investment in 
plant and equipment has supported productivity gains. 
Output increases because men work with machines, 
not with their hands alone. 


Since the turn of the century, the amount of capital in 
use per worker has multiplied from $5,807 to $10,023 
(1955 dollars). This fact explains why output per unit 
of labor has increased so much more rapidly than out- 
put per unit of capital. 

Long-run averages of productivity gains are helpful 
in explaining over-all changes in our economy. How- 
ever, productivity fluctuates widely from industry to in- 
dustry, and even among firms within an industry. Sta- 
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tistics also show that productivity varies over long pe- 
riods, within stages of the business cycle and even from 
year to year. 

6a For example, the average annual gain in productivity 

\. @ has been greater in the long period since World War I 
than it was in earlier decades. From 1899-1919 output 
per man-hour increased about 2% a year; from 1919-1953 
the annual gain was 2.6%. 

This acceleration in productivity was directly related 
to the surge in technological innovations following World 
War I. It was accompanied by an increase in capital in- 
vestment and in the efficiency with which capital was 
used. 


Productivity and the Business Cycle 


Fluctuations in productivity are also related to the 
swings of the business cycle —in other words, to the 
intensity of use of the economy’s resources. 

Productivity gains tend to be greatest in the recovery 
state of a cycle when output is expanding rapidly; they 
generally slow down when the economy’s output reaches 

Beapacity. 


e Productivity gains in recessions have averaged less 
than half the annual gain during years of expansion 
over the past 50 years. 


e Year-to-year changes in productivity have appeared 
in capricious fashion — though a lag in the rate of in- 
crease during a period of leveling or moderate decline 

¥ in production has usually been followed by a large 
improvement the following year. Thus, the failure of 
productivity to rise in 1956 could presage a good gain 
in 1957. 


Dislocations in the economy during war and post-war 
reconversions cause a drop in the rate of productivity 
gain. There was a disruption of the long-run rate in 
both World War I and World War II, followed by a 

® sharply rising rate — a sort of catching up — a few years 
after both wars. 


Productivity in the Future 


Despite all these qualifications, the fact that the aver- 
age annual rise in productivity since 1948 is well in ex- 
cess of the long term trend may be most significant for 
our future. If we can keep productivity rising at the 3% 
per year rate established as the trend since 1948 our 
over-all economic growth will outpace past experience 
by a widening margin. 

The difference between a 3% productivity increase and 
the long term average of 2% can be summed up this way: 


e If we can maintain the 3% rate, average family in- 
come after taxes could double by 1980; 


e If we slip back to a 2% growth rate, the maximum 
rise in family income in the same period would be only 

half as great. 
Rising productivity is also one of our most potent 
weapons against inflation. If we can adhere to a 3% per 
year growth trend in output per man-hour, we can look 
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forward to annual increases in wage rates which will 
provide a steady improvement in the level of living of 
all the nation’s families. 

We do, however, face a problem in that wage increases 
in recent years have tended to outrun the rise in pro- 
ductivity. What is wanted is a broader understanding 
of the fact that wage rates and productivity are intimately 
related — if wages are pushed up faster than productivity, 
prices are forced up so that part of the wage increase 
is thereby washed away. 

Clearly, a central economic problem in the United 
States is how to keep productivity rising. Perhaps the 
most encouraging note is the sharp rise in research ex- 
penditures — up from $1 billion in 1951 to a current level 
of around $6 billion. Increased research should open up 
the way for more industrial innovations. 

In the last analysis, “Productivity is a state of mind. 
It is the mentality of progress . . . it is the willingness 
not to be content with the present situation, however, 
good it may be . . . It is faith in human progress.” The 
record of recent years suggests that faith in human prog- 
ress is widely shared in America. 
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Coal eyes the future 


...and here’s how banks help. 


There’s more to a chunk of coal than 
meets the eye. 


Stored inside this most basic of fuels 
is the age-old energy of the sun. And 
now, coal that once served man as fuel 
alone goes into everything from lead 


pencils to linoleum—DDT to TNT. 


To unlock the riches of coal, many 
people work together. Men who mine 
the coal. Manufacturers who build ma- 
chines and safety devices that increase 
coal production. Research men who, 
day by day, develop new coal by-prod- 


ucts. And there are bankers too. 


COAL CASH 


Bank loans provide ready cash for min- 
ing and delivering the coal that pow- 
ers industry, generates our electricity, 
and keeps the home fires burning. 
Bank financing helps export millions 
of tons of coal to nations all over the 
world. And bank loans back the con- 
version of coal into countless products. 


YOU WIN 


In the coal industry, as in almost all 
business, large or small, bankers are at 


work. Their services and resources are 
available wherever they can help most 
to stimulate growth and productivity. 

The Chase Manhattan Bank of New 
York, leading lender to U.S. industry, 
is proud of the contribution commer- 
cial banks are making to the well-being 
of the entire nation. 
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